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Transactions Between Partner and Firm
By W. A. Paton

The personification of the business enterprise is not an unreas
onable figure for the accountant to adopt, particularly in corpora
tion accounting; but in the case of the partnership there is no legal
fiction to support this view, and if insisted upon in certain types of
transactions it is likely to obscure the actual situation.
So-called transactions between partner and firm, for example,
are virtually transactions between partner and partner, instead of
between a partner as an outsider and the partnership as a business
entity; and unless the special character of such transactions is
clearly recognized in the accounts in some way erroneous con
clusions may be drawn. In current discussion of the subject, how
ever, it is usually urged that these transactions should be viewed
in the same way, and handled in the same accounts, as transactions
between the partnership and outsiders. There are at least some
reasons for questioning the propriety of such recommendations.
Let us consider first the case of a partner “borrowing” from
the firm. Suppose that A and B are partners in some commercial
undertaking, and that B finds himself in need of funds for personal
expenditures. Assume further that there are no profits available
from which to draw and that B borrows $20,000 from the firm on
his promissory note. The note carries six per cent. interest and
is payable to the firm in one year. How should this transaction
be interpreted and how should it be recorded ? If handled in the
regular way the amount of the note would be charged to notes
receivable, as in the case of a note made by an outsider, and the
concurrent credit would be of course to cash. According to these
entries the transaction involves simply an exchange of assets and
does not affect the financial status of the business—that is, asset
and equity totals remain unchanged.
But does this represent the actual situation? The note may
be an entirely legitimate document, but does it replace the cash
withdrawn in any but a formal sense ? Let us ask first if the assets
of the firm are maintained from the standpoint of a creditor. Here
the fact of unlimited liability is an important consideration. If
the A and B partnership is of the usual type the creditors depend
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for security not only upon the assets of the business but ultimately
upon the entire personal estates of A and B as well. In other
words the law does not consider a part of the assets of A and B
as subject exclusively to the claims of creditors: all their assets are
involved. The depositing of B’s note, accordingly, does not itself
maintain the assets and protect the creditor in the same way as
would the receipt of a note made by a responsible outsider. As to
whether B’s borrowing diminished the creditors’ security or not
depends primarily upon what disposition B makes of these funds.
If he invests the $20,000 in property without any loss in value, the
position of the creditors is essentially unchanged. If B loses or
spends this sum his estate is diminished by $20,000 and the ulti
mate security of the creditors is impaired to that extent.
In case of liquidation there would perhaps be some advantage
to the creditor in having a specific note against B available. But
the creditors’ position would be essentially the same if no note were
deposited and if the sum of $20,000 drawn by B was not borrowed
but was instead a retirement of a part of B’s capital investment in
the partnership.
In the case of a corporation the situation would be entirely
different. A note made by a stockholder in favor of the corpora
tion would in general be as legitimate a corporate asset as the note
of any equally responsible outsider. (If the borrower were a
director or any stockholder with a large interest the cautious
auditor would, of course, look into the situation with considerable
care, particularly if the amount involved were large.) Such a note
would put the corporation in possession of a right entirely in addi
tion to and distinct from any rights it might previously have had
against the stockholder as a member of the corporation. In other
words, the fact of limited liability means that the stockholder
usually only jeopardizes the amount of his investment and that
the creditor of the corporation, consequently, has no rights against
any other property the stockholder may have.
The partners, of course, wish to have the accounts show the
history and status of the enterprise as a distinct business entity, but
it is doubtful if B’s note can properly be considered an asset even
from their standpoint. If this note is an asset, then B is part
owner in a right against himself—a somewhat fantastic concep
tion. The point involved can perhaps best be made by taking a
rather extreme illustration.
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Suppose that A and B are equal partners and have invested
$500,000 in a timber tract and sawmill. Suppose further that as
the original capital becomes available in current funds the partners
“borrow” these funds from time to time, depositing their personal
promissory notes carrying an agreed rate of interest to cover these
borrowings. (Net income, it may be assumed, is divided equally
and withdrawn at the end of each accounting period.) Assuming
that the entire original investments were finally liquidated, and
that all funds were withdrawn in this manner, the balance-sheet
of the partnership—before dissolution—might appear somewhat as
follows:
Notes receivable
$500,000
A, capital $250,000
B, capital 250,000
$500,000
$500,000
Evidently in this case the partnership as an enterprise has no
assets, although according to the above balance-sheet the assets
total $500,000. It seems clear that these notes cover virtually
partnership drawings. The accounts to which these notes are
charged are proprietary adjustment accounts and hardly represent
assets of the partnership in any sense. The making of these notes
is one way of preserving equity as between A and B; and if draw
ings have been unequal, as is usually the case, an adjustment will
have to be made. Each partner might, of course, insist upon the
payment of the gross amount of the notes and the subsequent
equal division of the funds thus raised; but this procedure would
be essentially equivalent to an adjustment between the partners
involving only the net amount. If, for example, A had borrowed
$300,000 and B $200,000 in this case, dissolution could be accom
plished if A simply made a payment of $50,000 to B; and this
procedure would bring about the same result as would be attained
if all the notes were paid and the funds deposited to the account
of the partnership to be later equally divided between the partners.
Partners’ borrowings, then, are essentially equivalent to part
ners’ drawings; and the superficial distinction that exists between
the two cases should be ignored when one is interpreting the
accounts from the standpoint of the actual financial status of the
partnership. A note drawn by a partner in favor of the partner
ship should be viewed, not as an asset similar to any note made by
an outsider, but as a proprietory adjustment between the partners;
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and such an item might well be charged to an account entitled
“loan to B,” for example, instead of notes receivable, so that its
peculiar nature would be less likely to be misunderstood.
Similarly, in interest on partners’ borrowings, situations may
arise which require special treatment. It is. commonly held that
interest accruing on such borrowings should be credited to the
regular interest accounts; but there are some cases at least in
which this treatment is questionable, if not actually improper.
Suppose, for example, that in the case first referred to above,
interest on the loan to B was due every six months, and that at the
first interest payment date B for some reason found it inconvenient
to make the payment. Suppose further that it is finally agreed
between the partners that a charge be made to B’s account for the
amount of interest due, $600. The concurrent credit in such a
case is usually to the interest revenue account, and if this pro
cedure is followed the entries giving effect to this agreement
would be:
B, capital................................................ $600
Interest..........................................
$600
The credit to interest is ostensibly a revenue item, but a careful
examination of the case discloses the fact that no revenue what
ever is involved and that the essence of this transaction is simply
an adjustment between the two partners. This can perhaps be
best shown by an examination of hypothetical balance-sheets as
affected by this transaction alone.
Let us assume that the balance-sheet just after B borrows the
sum of $20,000 stands as follows:
Various assets
Loan to B

$60,000
20,000

A, capital $40,000
B, capital
40,000

$80,000

$80,000

Ignoring all other possible transactions, and assuming that A
and B share income in proportion to respective investments, the
item of interest revenue recognized in the above entries might now
be divided and credited to the partners’ capital accounts. The
entries would be:
Interest.................................................. $600
A, capital......................................
$300
B, capital ......................................
300
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The balance-sheet, as affected only by these entries, would now
appear as follows:
Various assets
Loan to B

$60,000
20,000

A, capital $40,300
B, capital 39,700

$80,000

$80,000

It might be urged that, even admitting that the introduction
of the entries in the interest account in the above transaction
is a formality which serves a useful purpose in presenting clearly
the history of the transaction, this procedure does not disturb
the accuracy of the final balance-sheet. The answer to this argu
ment is that although the integrity of the balance-sheet is not dis
turbed by this kind of accounting that of the income sheet is. If
credits of this type are included with regular interest earnings they
go to swell the final net income figure. The amounts may be small,
but the principle involved is important. No accounting procedure
should be approved which permits the shifting of an item of
original proprietorship from one proprietor to another to affect
the statement of net income.
A comparison of the two balance-sheets shows very clearly that
no revenue whatever has been realized since asset and equity
totals remain unchanged. The introduction of the interest account
is evidently a bit of formal procedure which has nothing to do
with actual income. The net effect of the whole transaction is an
adjustment between the partners: an item of B’s equity, $300, is
transferred to A’s capital account. Total proprietorship, however,
is not affected, and hence no profit has been realized. B’s equity
has declined and A’s equity shows a corresponding increase; the
partnership as an enterprise, however, has neither suffered a loss
nor realized a gain. The debit and credit entries to the interest
account might indeed have been omitted; and in this case the trans
action would be recorded as follows:
B, capital..........................
A, capital..........................................
B, capital ..........................................

$600

$300
300

or simply,

B, capital...................................................
A, capital..........................................
37
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The history of the transaction can be fully revealed by the use
of some account other than the general interest account if it is
desired to bring in an additional step in the entries. This account
might be called “partnership adjustments” or by other appropriate
title. The point to be emphasized is that whatever the title of the
special account involved, it must not be considered an income
account.
Even if B had actually paid in cash the amount of the interest
due, $600, at the end of six months, it is doubtful if this should be
considered a revenue transaction from the point of view of the
partnership. Certainly such a transaction has no reference to
earnings or operation in the usual sense. There is, in this case, an
actual increase in total assets; but if the concurrent credit is made
to interest this means that the partnership has actually earned
$600, and since B has a half interest in all income the amount of
$300 must ultimately find its way to his capital account as a credit.
As far as B is concerned, then, the amount of $300 is virtually
transferred from one pocket to another—from outside interests to
the partnership—and really represents new investment. A has
actually earned $300, however, as a result of permitting $10,000
of his funds to be used by B for six months. But has the partner
ship as an enterprise earned anything?
The foregoing brief discussion would seem at least to indicate
that there is good reason for viewing all transactions between
partner and partnership as of a distinct type, and that to avoid
misconceptions all such transactions might well be handled through
special accounts.
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